2 theorists world-wide, and includes those interested specifically in developing countries/transition countries and developed countries.
The focus is on financial sector deregulation only, as this is the essence of the study. No attempt is made to include deregulation of any other industries. The differing views that dominate current thinking in this area are described in detail, along with current global events in terms of deregulation of financial markets and subsequent impact on economic growth. The experiences of the Czech Republic, Hungary and Poland to date, with deregulation are covered extensively.
The aim of the literature review is to identify and discuss existing theories, to see what areas are currently being debated and to identify where the three countries fit into this debate. Although these three countries differ in terms of structure and size, there are all in a similar position in that they are currently three of the ten Accession countries to the EU. To date there is no study that analyses the impact of financial deregulation on economic growth, on these three countries specifically, from years 1990-2003. This study fills the gap. The aim of the study is to identify, compare and analyse the three countries and in doing so provide new information relating to the deregulation process in transition countries and subsequent effect on economic growth. The results may be applied to the other seven 1 accession countries and other transition countries.
Results of this study will answer the proposal: does financial deregulation lead to and cause higher levels of economic growth?
The chapter is organised as follows:
Section 1 introduces the topic Section 2 describes the main points of view relating to regulation and deregulation of financial 
Regulation versus Deregulation of Financial Markets
Regulation is described as "any policy which alters market outcomes by the exercise of some coercive government power 2 . Deregulation, on the other hand, is defined as the "removal of rules and restrictions".
Those that argue for regulation in the financial sector believe that competition in the financial markets is essentially imperfect, and therefore deregulation will only encourage further noncompetitive behaviour. Here the emphasis is not on deregulation per se, but on the underlying non-competitive structure of the financial markets, which may be consolidated as a result of deregulation. Under these conditions, government intervention and strict regulation may be necessary to deal with the consequences of market failure.
Those in favour of deregulation argue that financial institutions, as intermediaries, affect the level of savings and the distribution of investment funds positively, and therefore encourage economic growth. The premise upon which this conclusion is based is competition. Increased competition between financial institutions leads to an increase in interest rates on investment,
reduces the spread between rates on investment and lending, and ensures optimal credit 4 allocation by channelling funds to the most feasible investment projects. The overall impact on economic development and welfare is positive.
Arestis and Demetriades 3 believe that some form of repression is necessary and relate their theories to Cyprus. In terms of economic development "financial liberalisation is neither a necessary nor a sufficient condition for economic development". They say that financial repression with low or negative real interest rates does not prevent economic growth or financial deepening. They cite Cyprus as an example as it has both a low real rate of interest and a level of financial depth which is higher than other developing countries. They do not believe that the real rate of interest has an influence on total saving while recognising that that "financial saving is a more productive form of saving that other forms of saving". They argue that financial saving is determined by many factors, notably, the volatility of inflation, and economic and political uncertainty. High real interest rates put upward pressure on the exchange rate which affects exports negatively and reduces inward investment. They conclude that "financial liberalisation seems to be neither the only nor the best path on the way to economic development".
However McKinnon 4 argues that certain groups are not well served in developing countries.
Rural areas and small borrowers are omitted from lending resources as governments 'crowd-out' resources to service their deficits on current accounts. These groups become financially repressed as a result of financial repression in the financial system and rely on moneylenders, pawnbrokers and co-operatives. Bank credit is much reduced as a result of regulations:
depositors receive low or negative rates of interest (if inflation is high), which reduces their incentive to save. Banks also underprice loans to borrowers (which suits governments) leading to reduced bank profit levels. Savers then choose not to save, leading to even more reduced levels of credit. Moneylenders charge very high rates of interest on borrowing, which small groups and rural customers such as farmers, have to pay. Moneylenders 5 have access to useful information and they could legalise their operations and openly use this information in the guise of loan officers in the formal sector.
5 Shaw 6 also argues strongly for liberalisation, as it "tends to raise ratios of private domestic savings to income. There are higher rates of interest for savers". He believes that increased liquidity will be apparent as a result of liberalisation, leading to financial deepening, which will reverse capital flight. Liberalising 7 leads to "superior allocations of savings by widening and diversifying the financial markets in which investment opportunities compete for the savings flow". The real size of the monetary sector increases and there is an increase in the stability of growth in output and employment.
On the other hand, Sachinides 8 stresses that regulations allow the government to borrow at a lower cost, although he recognises that research has suggested that regulation leads to inefficiency. Here Arestis and Demetriades 9 argue that liberalisation means "upward financial repression" with a higher spread between borrower and saving rates of interest. High interest rates on loans will negatively affect small firms while high interest rates on deposits will encourage banks to take on riskier investment projects, knowing they will be rescued by the government if the project fails. They conclude that developing countries need low interest rates and government intervention in the form of regulations. 
Analysis of the Theoretical Relationship between Deregulation and

Industrial Development
Various views abound regarding the advantages and disadvantages of deregulation/regulation on efficiency of industries. Driscoll 14 suggests investigating the source of the regulation -if political reasons instigate the regulation, it is likely that allocative efficiency is jeopardised, while if the reason for the regulation is to correct market failure, the result may assume a higher level of allocative efficiency. In the case of the CEE economies they were, prior to 1989, totally controlled by the government for political and economic gain. It is likely that large inefficiencies abounded up to 1989 (prior to liberalisation). These economies did not have opportunities for market failure to appear, as the centralised approach did not allow market forces to be applied. 12 Fry, Maxwell, J. Money, Interest and Banking in Economic Development, 2 nd Edition, Chapter 6, Critics of Financial Liberalisation, John Hopkins University Press, Baltimore, 1995, pp109 13 Caprio, G., et al, Introduction and Overview: the case for Liberalisation and Some Drawbacks, in Caprio, G. et al, Financial Liberalisation, how far, how fast?, Cambridge, Cambridge University Press, 2001, pp5 14 "Deregulation, Credit Rationing, Financial Fragility and Economic Performance", OECD, Department of Economics and Statistics, Working Papers No. 1997, 1991, pp8 financial market, be it liberalised or repressed. Banks must discriminate in some way between borrowers, and as they cannot charge highly excessive interest rates because of the possibility of default, they will ration levels of credit. While this may be the case generally, in these three countries (Czech Republic, Hungary and Poland) prior to 1989, it was almost impossible for private companies to receive any form of bank lending. All resources were used to source government spending i.e. there was 'crowding out'. While some form of credit rationing may always be evident, the opening up of funding for companies other than government run industries, will always be a positive move for private industry in these countries.
Guasch
16 advocates regulation if it reduces monopoly power, though he believes the government is not the best regulator due to necessary information. Also politicians may use regulation to gain politically, which will not progress industries. As these countries move towards full monetary union with the E.U., they come under the influence of the ECB (European Central Bank Republic and Hungary. Poland had some private companies but like the other two countries, the government tended to control most companies and there was limited scope to set up privately.
From 1989 this began to change, as large centralised companies were reorganised and dismantled, and small private firms emerged. Increased opportunity for firms arose with the deregulation of financial markets, and there was increased access to funds and services. The following section discusses the relationship between industrial development and economic growth.
Analysis of the Theoretical Relationship between Industrial
Development and Economic Growth
1989 saw the beginning of transformation. The three countries moved from a repressed state, to one embracing a market economy. From the beginning of reform, there was the belief that small, privately owned firms would act as one of the main instigators of reform. Jurajda and Terell 22 argue that small start-up firms were the "stimulus for job creation in early transition". Volume 21, No. 3, 1994, pp22-38 11 creation of private firms has not been forthcoming. The overall result has been loss of industry.
He argues that an 'organised' market approach (like in China) might have worked better here or the negotiated Scandinavian approach which includes all parties -public, private and all other organisations. The opening up of markets, and the deregulation of financial markets all helped to create a business environment that was conducive to the setting up of new, private firms. Overall the prevailing view here is that new firms contribute positively to economic growth.
Analysis of the Theoretical Relationship between Financial Sector Deregulation and Development, and Economic Growth
Financial deregulation permits increased financial intermediation. Today there is accepted belief that financial intermediation channels resources towards activities with high rates of return.
Obviously the level of intermediation would have to be efficient in order for good investment opportunities to be identified. Efficient intermediation will lower the cost of investment, and savings that are transformed into investment can be used to fund an increased number of projects. Becsi and Wang 33 argue that intermediaries allow individual savers access to large investment projects, which they would not be able to access or afford without the pooling of funds of small savers. Savers also get access to riskier and potentially high return projects, without having to bear the full risk individually. They can also invest in long-term projects, without tying up funds for unnecessarily long time periods, and they have access to already screened projects. Everett and Kelly 34 argue that the ready availability of credit is an important factor in the growth process, within the widely accepted position that financial liberalisation supports growth in developing economies. The absence of finance hinders the exploitation of opportunities, while efficient and deepening financial markets act to foster investment opportunities. These findings are in line with previous studies: Shaw 35 
Experiences of countries with financial market deregulation and resulting impact on economic growth
As more and more countries move from 'developing' country to developed country status, there is an increasing move towards liberalisation of financial sectors. It is likely that this trend will continue and although some theorists now believe the liberalisation can cause more problems than it solves, we are unlikely to see any wholescale reversal towards 'repression'. The results are varied, and here specific country experiences are reviewed. positive interest rates, increased competition between banks, improved credit programmes and increased efficiency of the banking system. Improvements in efficiency of the banking system, as a result of financial deregulation, will have wider effects for the macroeconomy. There will be improved access to credit for all firms, which will increase investment opportunities, and lead to economic development and growth. 
Events and Experiences that have Marked the Process of Deregulation for the Czech Republic, Hungary and Poland
For transition economies eager to join the EU, they must ensure their policies operate in harmony with those countries in the EU. As part of the Single Market Policy, the European Union (EU) has introduced new competition and deregulation measures aimed at making the Western European financial sector more competitive internationally. These measures are based on two principles: (a) minimal government intervention mainly in the form of risk-reducing regulation;
and (b) "national treatment" which allows financial institutions to operate in any part of the EU, provided that they comply with the regulatory framework of one of the member states. This framework has significant implications for the CEE (Central and Eastern Europe) countries as they are now part of the EU body of legislation (acquis communautaires) which is binding not only on existing members, but also on countries likely to join the EU in the future. As a result of the positive vote in the Nice treaty, which ratified the position of ten new members' accession to the EU, CEE's are now faced with intensive pressure to harmonise their financial system towards EU standards. 82 CNB (1993 CNB ( , 1994 CNB ( , 1996 
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Analysis of Sections
There is clear debate between the regulatory and deregulatory views described. Here we describe the main regulatory and deregulatory views as they apply to the countries of, the Czech Republic, Hungary and Poland and provide a critical analysis of same: a) In section 2.0, Views of the pro-regulation group, we find the argument for regulation is strongly defended by Arestis and Demetraides, who base assumptions on their home country, Cyprus. While Cyprus represents one of the ten accession countries to the EU and in this sense is similar to these three countries, there are vast difference in their financial sectors, economic stances and outlook. Arestis and Demetriades argue that financial liberalisation will not increase the efficiency of financial markets and the allocation of investment. Here they discuss Cyprus specifically, which has a very small number of banks (14) compared to that of the Czech Republic (37), Hungary (31), and Poland (79) . The reality is that, after financial deregulation, the banks in these CEE's have tended to offer loans to companies, based on their ability to offer collateral. Firms are subject to scrutiny about financial background and potential of the investment project. It is likely that allocational efficiency is strengthened in these circumstances and not weakened, as suggested by these authors. Also, contrary to the suggestion that governments will bail banks out in times of trouble, these banks know they will not be rescued automatically, if they are in trouble. They have been allowed to fail in the past.
These authors are also concerned about the impact on small firms, whose vulnerability will increase as they face higher interest rates. Without access to internal funds, these firms have no choice but to borrow at high rates of interest, unlike larger firms who will have increased access to internal profits. This may lead to smaller firms being squeezed out of the market. Again the Cypriot industrial sector is made up of fundamentally smaller firms, as opposed to the larger types of organisation, which abound in CEE's. Cyprus has had a budget deficit for many years yet it is not a serious problem, as the government has serviced its debt at low interest rates. This will not be the case with EU accession as the EU interest rate will prevail, and as this means a higher cost of borrowing, the Cypriot government will be under pressure to reduce its deficit.
This is likely to lead to capital spending being curtailed, which will reduce competitiveness.
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This argument can be seen to have some justification when applied to Cyprus but while regulation may currently favour a country such as Cyprus (and this will change rapidly with EU membership), it does not appear to offer the same advantages for transition economies of Eastern
Europe. The disadvantages of financial deregulation were felt by all three countries in that there was little scope for industrial activity and development. Access to credit was very limited for smaller firms and households and there were few financial instruments to incest in. The government crowded out the private sector and dominated the credits allocated by the financial sector. Deregulation has altered this completely. Unlike the democratic Cypriot government, the centralised government of CEE's did not favour private businesses and they had an unduly harsh time under the Communist regime.
Liberalisation led to the privatisation of firms and banks, and individuals and household began to have access to liberalised markets and new financial instruments. While inflation was an initial problem for all three countries, all have made successful efforts to reduce inflation to acceptable levels, needed for EU entry.
As households increase savings (initially there is massive spending of the monetary 'overhang' though this stabilises over time), there is an increase in the supply of loanable funds. Businesses and investors have access to previously restricted credit. With new business opportunities available to CEE's, the increase in economic activity is likely to increase economic growth substantially.
Stiglitz states that financial repression improves the quality of the pool of loan applicants, and increases the firm's equity. However it can be argued that in economies with financial repression, there is limited credit allocation. In the CEE's the government was the main benefiter of credit and as mentioned above, the private sector was crowded out. There was not scope for private businesses to compete for the limited credit available. Credit was allocated to companies who had previously been allocated credit, regardless of their performance profit wise.
If companies were in difficulties and could not repay debts as planned and agreed, these debts were rolled over and extended if needed. The quality of the pool of loan applicants was very poor, though it took time for the problem to be highlighted. This only took place when 24 liberalisation occurred and accounting and supervisory controls were introduced and applied. In the prevailing environment of financial repression, potentially successful projects were excluded from credit, and banks' equity did not appreciate. The liberalised market opened up credit facilities which benefited these projects.
Shaw believes that liberalisation leads to financial deepening. CEE's have seen loan interest rates fall from over 13% in the Czech Republic to 5.75%, from over 27% in Hungary to 6.5%, and from almost 55% in Poland to 8.75%. In this time period, the spread (difference between loan and deposit rate) has also fallen from a high of 9 in the Czech Republic to 2.25. from 11 in Sandor advises caution when proceeding with financial liberalisation, as it may be that initially positive economic growth levels are recorded, followed closely by recession. Currently CEE's are being closely monitored by the EU and full accession to the EU will lead to economic benefit for all three (Czech Republic, Hungary and Poland). Recession in these countries is now less likely for them now than at any point in the past, as EU officials ensure that these countries are keeping within acceptable boundaries of behaviour when conducting their financial affairs.
Dalla's studies of Korea concludes that is mix of government intervention and financial liberalisation contributes to its successful outcome. The CEE's are in a position where they are all pursuing financial liberalisation, while being closely monitored by the EU. It is likely that this combination of liberalisation and an adherence to EU rules, will ensure a positive outcome for all three countries.
The CEE's have all undergone financial liberalisation and endured many hurdles, including the closing of insolvent banks. The countries that faced the most difficult circumstances after financial liberalisation, were those who had major difficulties before reform. The CEE's are not 26 in this position. While they have all had macroeconomic instability in the past, this has now been reduced to acceptable levels. Financial market liberalisation should continue to aid bank performance, which should in turn lead to increased financial development, leading to increased economic growth.
Regulation versus Deregulation of Financial markets -What Lies Ahead?
Repression was used in financial markets in the past, but most countries have accepted that regulation is now the norm and not the exception. Various strong arguments have been forwarded in favour of regulation and while this may have been a more appropriate strategy in the past, the changing economic structure has meant that its use today, is more limited.
Globalisation as meant increased interdependencies amongst countries and while this can lead to increased exposure to external shocks, these shocks are weakened as they are absorbed by a larger body than previously. Globalisation has also led to increased openness and removal of barriers, and regulation of financial markets is restricted in this environment.
Supporters of deregulation point to the advantages of increased competition which results after liberalisation i.e. increased efficiency, increased choice, etc. The reality is that liberalisation of financial markets, while opening up entry, has led to mergers in almost all countries, leading to increased concentration. We now have a reduced number of larger banks than previously, as smaller banks find it increasingly harder to compete in this market. Currently there is increased recognition of the informal market or curb market and a desire to include this market, as in instances it is more efficient than the formal market. Presently no advantage is taken of the expertise of its personnel in assessing loan applicants and the knowledge that these people hold in relation to their immediate environment. It is assumed that the two markets (formal and informal) will continue to operate in parallel without any attempt to include this sector and utilise the expertise within. Efforts should be made to make the transition to the formal economy more attractive for the curb market, with training and development, and tax incentives. This should lead to a more equitable allocation of credit resources, with loan applicants paying lower rates of interest whilst still having access to reasonable amounts of credit. This will benefit those who are currently not catered for in the formal economy, like farmers and country dwellers.
There is increased understanding that some form of supervision is necessary, while the regulatory era is more or less over. There is concern over the role of central banks as 'lender of last resort' and criticism that central banks tend to act as lender of 'first resort' in many instances. This is changing in CEE's as banks have to comply with EU regulations, which includes having transparent operations and accounting systems. While central banks, in the past, have had problems deciding if a bank was illiquid or insolvent this should not now be a problem, and appropriate corrective action should take place once any discrepancies are noticed. It is now believed more extensively that 'contagion' problems are not a grave matter of controversy as previously thought, as the general public are now more financially aware and trust the banking system. It is seen to be a robust system and problems in one bank are not viewed as being contagious for the whole banking system.
It is universally agreed that macroeconomic stability is a natural pre-requisite for financial reform. However there is also agreement that financial reform cannot be held back indefinitely if the macroeconomic environment is not suitable for immediate reform. Efforts should be made to ensure that both areas proceed simultaneously, perhaps on a more gradual path to reform. The CEE's because of their 'accession status' are not locked into agreements to proceed, in order to meet the criteria for convergence. Strenuous efforts have been made by all three countries to meet this convergence criteria, though presently some gaps appear.
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Conclusion -Strengths and Weaknesses of Current Literature/Gaps in Literature
This study investigates the impact of deregulation of financial markets on industrial development, the development of financial institutions and the resulting effect on economic development and growth of the Czech Republic, Hungary and Poland. Presently very little empirical work has been undertaken on this subject for these three countries simultaneously, and the purpose of this study is to address this gap. The development of efficient financial markets within a strong economic environment, is one of the aims of all countries and is especially important for those experiencing transition to the developed world. These three countries have all begun the process of liberalising financial markets and industries, and have effected change in order to meet EU criteria. To date no significant measure of financial deregulation on the efficiency of financial institutions and economic development has been carried out.
The most important development on financial deregulation and economic growth in the literature, are the works of Levine, King and Shaw. The intention here was to build on the work of these authors, who have studied financial deregulation and the impact on economic growth in different countries. The importance of economic growth has always been a factor for governments of developed/developing countries. However the importance of financial markets as an engine for growth has only recently been recognised. Authors Levine (and others) notes that firms who have previously been constrained due to limited external financial being available, can now (due to deregulation and increased development of the banking system) avail of these funds. This increase in industrial growth improves economic growth overall.
Noticeable gaps in literature concern the causal relationship between industrial growth (resulting from financial deregulation) and economic growth. To date there is no study that addresses this relationship in the three countries. Regarding financial deregulation and development of the financial system, and economic growth, Oks addresses this to some extent by examining financial sector development and economic growth in eleven CEE's, but does not find conclusive evidence. Andreisz et al (2003) 96 examine this topic in Poland and find support for the causation between financial sector development and economic development. The point of this study was to address the gap in literature on the relationship between financial deregulation and industrial growth, and economic growth. Also attempts were made to build on the work quoted above by examining these three countries specifically vis-à-vis financial deregulation/development and economic growth. The study carried out primary research to investigate the impact of financial deregulation on industrial development. We included a longer time span over which to estimate results. Industrial Production was used as a proxy for GDP, and we extend the different measures for financial sector efficiency, used as exogenous variables and add M0, M2, 3 month Treasury Bill rate, credit to non-financial sector, credit to government, and exports and imports.
Open economy effects were examined, and an increased number of statistical techniques used.
Ratio analysis was used to establish relationships between financial variables and economic growth. Financial statements from banks in the three countries were analysed to assess bank profitability and efficiency after financial deregulation.
Finally by answering the question, "does financial deregulation supports higher levels of The aim of the research is to provide useful information that will be used by academics, bankers, Central Banks, ECB and policymakers. The results of the study may be applied directly to developing/transition economies. 
